asymmetric relationship between past performance and subsequent funds flow, using panel data techniques.
The study is organized as follows: Section 1.2 provides a brief literature review of the discussion on mutual funds and the trading behavior of mutual fund investors. Section 1.3 examines some methodological and measurement issues that underpin the validity of the findings. Section 1.4 discusses the sample; section 1.5 reports the findings; and section 1.6 concludes the study.
LITERATURE ON PERFORMANCE AND TRADING BEHAVIOR OF MUTUAL FUNDS
A number of studies have examined the performance of mutual funds (Jensen, 1968) . While these studies have typically concentrated on the reported returns by mutual funds, three strands of literature lead to the possibility that the IRR may be lower than RR. The first group of studies analyzes the sensitivity of capital flows into funds as a function of performance. Studies by Chevalier and Ellison (1997) , Sirri and Tufano (1998) provide extensive evidence in support of an inverse relationship between past performance and current fund flows. Odean (1998), in a study of trading behavior of more than 30,000 households, found that investors used past returns as a positive signal of fund quality and future performance. This has been referred to as "representative heuristic" in behavioral finance. An above-average performance by a mutual fund in the previous year is likely to induce a greater inflow of funds in the current year.
The strategy of investing in out-performing funds has been described as the "hot hands" phenomenon. Hendricks et al. (1993) , Goetzmann and Ibbotson (1994) and Brown and Goetzmann (1995) suggest that mutual funds showing above-average performance in one period will follow it up with an above-average performance in the following period. Thus, according to these studies, mutual fund investors will get higher returns if they choose mutual fund investors that are past winners. However, Malkiel (1995) in a study of US mutual funds, found that while there appeared to be persistence of returns in the 1970s, there was no similar significant persistence during the 1980s. In the 1980s, the performance decay was characteristic, and past performance was no predictor of future performance. The evidence on persistence is important for the IRR and RR relationship. IRR will be greater than RR if there is performance persistence, and less than RR in the absence of performance persistence.
Finally, a study by Odean (1998) documents the reluctance by investors to realize losses. This loss aversion will have the implication of widening the gap between RR and IRR. Using a unique data set on the trading behavior of 30,000 households, Odean (1998) found that investors are reluctant to realize losses by selling under-performing funds. This is an example of the
